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Foreword 


THERE  is  potential  danger,  not  to  be  underestimated, 
in  the  huge  gold  balance  accumulated  by  the  United 
States  as  a  direct  result  of  the  European  War.  In 
the  midst  of  our  present  prosperity,  Mr.  Rovensky  sounds 
a  warning  note.  He  shows  that  the  present  position  of 
financial  command  was  thrust  upon  this  country  through 
sheer  logic  of  circumstances,  and  that  it  will  offer  us  little 
protection  against  the  adverse  effects  of  the  world's  finan- 
cial readjustment  when  the  war  is  over. 

The  Federal  Reserve  System  will  act  as  a  barrier  to 
another  national  panic  such  as  occurred  in  1907,  Mr. 
Rovensky  points  out ;  but,  he  warns,  we  are  liable  to  expe- 
rience a  period  of  marked  business  depression  while  gold 
reserves  throughout  the  world  are  finding  their  normal 
levels.  Belligerent  countries  will  face  the  necessity  of 
attracting  gold  imports  with  which  to  replenish  their  ex- 
hausted reserves  and  stabilize  domestic  credits.  The  tide 
of  gold  will  tend  to  swing  away  from  the  United  States 
because  the  belligerents  of  Europe  will  curtail  commodity 
imports,  increase  exports,  and  because  of  the  higher  inter- 
est level  for  their  government  securities. 

What  steps,  Mr.  Rovensky  asks,  can  the  United 
States  take  to  offset  the  resultant  outflow  of  its  surplus 
stocks?  A  sudden  withdrawal  of  gold  would  mean  an 
equally  sudden  contraction  of  credit.  It  is  desirable,  he 
shows,  that  a  certain  portion  of  the  excess  reserves  be  so 
disposed  of  as  to  remove  the  menace  to  economic  stability. 

The  dangers  of  an  abrupt  collapse  of  credit  after 
the  war  are  pointed  out.  To  offset  this  situation, 
Mr.  Rovensky  suggests  placing  the  gold  reserves  of  this 
country  more  directly  under  the  control  of  the  Federal 
Reserve  Banks  and  the  extension  of  loans  of  proper 
maturities  to  European  countries. 


Gold 

GOLD  is  the  only  form  of  international  money  that  is 
universally  acceptable.  In  fact,  gold,  in  the  last 
analysis,  is  the  only  commodity  that  passes  freely  as 
real  money.  All  other  forms  of  money  derive  their  accept- 
ability as  a  medium  of  exchange  from  the  fact  that  they 
are  believed  to  be  exchangeable  into  gold  at  some  rate, 
through  some  process  or  other.  Even  in  countries  that  are 
on  a  so-called  silver  or  paper  basis  the  circulating  medium 
is  accepted  by  reason  of  its  convertibility  into  gold.  The 
process  may  be  the  direct  one  of  the  government  giving 
gold  on  demand  in  exchange  for  silver  at  a  certain  rate,  or 
the  process  may  be  the  unofficial  one  of  exchanging  the 
paper  currency  for  merchandise,  which  in  turn  commands 
gold  throughout  the  world. 

The  Functions  of  Gold 

In  addition  to  being  the  only  medium  of  exchange 
that  passes  current  throughout  the  civilized  world  by  rea- 
son of  its  intrinsic  value,  it  is  a  standard  of  value  that 
serves  as  a  basis  for  our  structure  of  credit.  During  re- 
cent years,  as  the  use  of  credit  has  to  such  large  extent 
supplanted  the  use  of  cash  in  our  commercial  transactions 
this  second  function  of  gold,  that  of  serving  as  the  basis 
of  credit,  has  grown  to  be  more  important  than  its  func- 
tion of  serving  as  a  medium  of  exchange. 

The  credit  structure  of  each  country  rests  upon  the 
basis  of  the  gold  reserve  held  by  the  banks  of  that  country. 
That  structure  consists,  first,  of  a  volume  of  banking 
credit  which  varies,  in  proportion  to  the  gold  held  by  the 
banks,  according  to  the  banking  and  commercial  customs 
of  the  country. 

Ratio  of  Banking  Gredit  to  Gold  Reserve 

In  the  United  States  the  basis  of  gold  upon  which 
rests  our  banking  credit  is  about  6%  per  cent,  of  the  vol- 
ume of  the  credit.  The  last  report  of  the  Controller  of 
the  Currency  shows  that  the  gold  held  by  the  various  banks 
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of  the  country  and  the  Federal  Reserve  Bank  combined 
is  in  the  neighborhood  of  $1,900,000,000,  and  upon  this 
basis  rests  a  volume  of  deposits  and  other  credits  amount- 
ing to  over  $28,000,000,000.  In  some  foreign  countries 
the  proportion  of  banking  credit  to  the  gold  is  greater ;  in 
others  it  is  less. 

Superimposed  upon  the  banking  credit  is  the  much 
larger  structure  of  commercial  credit.  It  is  impossible  to 
estimate  the  volume  of  such  commercial  credit,  as  no  statis- 
tics on  that  point  are  available,  but  the  volume  would  un- 
doubtedly be  great. 

It  naturally  follows  that  any  change  in  the  quantity 
of  the  golden  basis  of  our  credit  structure  has  tremend- 
ously important  effects  upon  all  our  business  affairs.  The 
chart  printed  herewith  shows  the  changes  that  have  taken 
place  in  the  gold  holdings  of  the  leading  commercial  na- 
tions of  the  world  since  the  outbreak  of  war.  That  an 
abnormal  condition  has  been  here  created  is  patent  at  a 
glance.  The  resultant  disarrangement  of  the  credit  struc- 
tures of  these  countries  is  less  apparent,  but  is  of  far 
greater  proportions  and  importance.  What  has  caused 
this  shifting  of  gold  between  the  various  countries?  How 
far  is  the  movement  likely  to  go?  What  have  been  the 
effects  upon  the  credit  structures  of  these  countries  ?  What 
dangers  arise  from  these  conditions,  and  what  precaution- 
ary measures  should  be  adopted  under  the  circumstances? 
These  are  the  questions  that  confront  us  to-day. 

Huge  Additions  to  Our  Gold  Stock 

At  the  outbreak  of  the  war  there  occurred  a  disar- 
rangement of  international  credit  which  affected  the  finan- 
cial relations  of  the  United  States  with  Europe  in  such 
manner  that  temporarily  we  were  debtors  on  international 
balance,  and  as  a  result  we  were  called  upon  to  export  a 
large  quantity  of  gold.  The  acute  condition  created  at 
the  time  in  this  country  was  of  only  short  duration,  and 
the  golden  tide  soon  turned  in  our  favor.  During  1915 
and  1916  we  imported  $1,036,554,000  of  gold. 
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We  exported  during  the  same  time  $174,226,000, 
leaving  a  net  of  $862,328,000.  During  this  year  we  added 
about  $270,000,000,  making  a  total  addition  to  our  stock 
of  gold  of  about  $1,130,000,000  since  the  outbreak  of  the 
war. 

The  main  cause  of  these  gold  imports  has,  of  course, 
been  the  war  purchases  of  commodities  in  this  country  by 
the  various  belligerent  nations. 

Purchases  by  Scandinavia  and  South  America 

Neutral  countries,  such  as  South  America,  Scandi- 
navia, etc.,  have  also  made  purchases  heavier  than  usual  in 
this  country,  but  the  purchases  of  the  belligerent  nations 
outweigh  them  to  such  an  extent  that  for  our  present  pur- 
pose we  may  safely  ignore  them — the  more  so  as  the  in- 
crease in  "neutral"  purchases  has  to  a  large  extent  been 
offset  by  our  increased  purchases  in  such  countries  on 
account  of  the  closing  of  the  usual  sources  of  supply  in  the 
belligerent  countries. 

The  belligerent  nations  have  paid  for  their  purchases 
here,  primarily,  by  selling  back  to  us  our  securities;  sec- 
ondarily, by  the  flotation  of  loans  and  credits  in  this  coun- 
try, and,  thirdly,  by  shipping  to  us  when  and  as  needed 
liberal  quantities  of  gold.  The  volume  of  securities  resold 
to  us  has  been  estimated  at  about  two  billion  dollars. 

Our  Securities  Resold  to  Us 

The  Loree  report  shows  that  $1,200,000,000  of  trace- 
able railroad  securities  have  been  resold  to  us  between 
January  31,  1915,  and  January  21,  1917.  Adding  to  this 
amount  the  value  of  securities  sold  us  before  January  31; 
1915,  and  after  January  31,  1917;  industrial  securities, 
Canadian  and  untraceable  securities  would  easily  bring 
the  total  to  $2,000,000,000.  The  loans  and  credits  floated 
here  amount  to  two  and  one-half  billion  dollars,  and  the 
net  gold  shipments  have  been  estimated  at  over  one  billion 
dollars,  making  a  total  of  approximately  six  billion  dollars. 
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Paving  Way  for  Foreign  Loans 

The  gold  shipped  to  us  has  performed  its  usual 
economic  function.  First,  it  accomplished  the  direct  pay- 
ment of  commodities  of  equal  value ;  second,  it  has  become 
the  basis  of  an  expansion  of  credit. 

This  expansion  of  credit  has  facilitated — indeed,  it 
may  be  said,  has  made  possible — the  flotation  of  the  loans 
and  credits  which  we  have  extended  to  the  various  bellig- 
erents. The  gold  shipments  to  this  country  have  been 
directed  by  the  master  minds  of  European  finance.  Each 
shipment  was  timed  accurately  to  most  effectively  perform 
its  functions  of  first  paying  for  an  equal  volume  of  commo- 
dities and  then,  finding  its  way  into  the  banks,  becoming 
the  basis  of  an  expansion  of  credit. 

New  York  Money  Market  Easy 

In  this  manner  the  New  York  money  market  has  been 
kept  in  an  easy  condition,  and  from  time  to  time,  when 
conditions  were  propitious,  foreign  loans  have  been  floated 
and  securities  have  been  resold  to  us.  As  the  proceeds  of 
loans  or  resales  of  securities  gradually  filtered  into  the  in- 
terior the  New  York  money  market  naturally  tended  to 
become  firm.  When  that  condition  was  produced  Eng- 
land again  shipped  us  gold,  which  would  have  the  effect 
described  above,  thus  paving  the  way  for  additional  sales 
of  securities  or  the  flotation  of  additional  loans.  By  this 
perfectly  sound  and  legitimate  process  England  and 
France  have  financed  the  purchases  of  the  Allies  in  this 
country. 

The  chart  shows  the  result  of  the  flow  of  gold  from 
the  belligerent  to  the  neutral  countries.  It  also  shows  that 
the  gold  holdings  of  neutral  or  supplying  countries  are 
far  above  normal.  The  case  of  Holland  is  particularly 
striking;  her  present  holdings  are  over  200  per  cent,  of 
her  pre-war  stock. 

While  the  United  States  gained  the  largest  volume 
of  gold  the  percentage  is  not  as  great  as  that  of  some  of 
the  other  neutral  countries.    In  estimating  what  effect 
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such  great  gains  in  gold  have  had  on  the  economic  life  of 
these  countries  the  percentage  is  the  important  point,  while 
in  judging  the  probable  shifting  of  the  world's  financial 
center  the  volume  of  gold  held  by  the  United  States  is  the 
outstanding  feature. 

Too  Much  Gold  in  Scandinavian  Gountries 

In  the  Scandinavian  countries,  where  the  Allies  made 
no  effort  to  float  loans  and  consequently  there  was  nothing 
to  neutralize  the  expansive  effects  of  the  gold  received, 
the  situation  soon  became  so  serious  through  the  great  in- 
flation of  credit,  the  mounting  of  prices,  etc.,  that  it  became 
necessary  to  take  steps  to  prevent  additional  gold  from 
flowing  in. 

They  relieved  their  government  banks  from  the  obli- 
gation of  accepting  gold  in  exchange  for  bank  notes;  in 
other  words,  they  have  temporarily  demonetized  gold. 
Holland  and  Spain  and  others,  while  taking  no  official 
action  in  the  matter,  have  done  much  to  discourage  the 
importation  of  gold  by  adopting  various  regulations. 

One  of  the  incidental  results  of  these  restrictions 
upon  the  import  of  gold  into  these  countries  is  that  the 
American  dollar  has  there  gone  to  a  discount. 

Effects  of  the  Gold  Movements 

What  have  been  the  effects  of  these  gold  movements — 
first,  upon  the  belligerents,  and,  second,  upon  the  neutrals  ? 

The  governments  of  all  belligerent  countries  have 
been  alive  to  the  fact  that  the  greatest  amount  of  service 
can  be  had  from  their  gold  by  postponing  parting  with  it 
as  long  as  possible.  Therefore  they  have  permitted  ex- 
change on  their  countries  to  decline  considerably  before 
shipping  gold. 

A  decline  in  the  value  of  a  currency  always  has  the 
effect  of  raising  the  prices  of  imported  commodities,  as  it 
requires  more  of  the  depreciated  money  to  pay  the  for- 
eigner for  the  same  quantity  of  goods  than  it  did  before. 
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A  high  rate  of  foreign  exchange  (i.  e.,  a  low  rate  of  ex- 
change on  the  subject  country)  is  an  infallible  sign  of  a 
depreciation  in  the  value  of  a  currency. 

Main  Causes  of  Increased  Prices 

Of  course,  the  main  factors  in  raising  price  levels  in 
the  belligerent  countries  are  the  increased  demand  for  mer- 
chandise and  the  reduced  production  of  commodities,  but 
this  contributary  defect  of  declining  exchange  is  not  in- 
considerable. The  extent  of  this  upward  movement  of 
prices  can  be  seen  from  the  index  number  of  "The  London 
Economist,"  which  advanced  from  2,565  in  July,  1914,  to 
4,908  in  December,  1916 — an  increase  of  almost  100  per 
cent. 

The  withdrawal  of  gold  from  circulation  for  export  to 
the  neutral  countries  created  a  dearth  of  circulating  me- 
dium, which  has  been  replaced  by  the  additional  issues  of 
bank  notes  by  the  government  banks.  The  movement  did 
not  stop  there,  however;  the  temptation  to  "make  money" 
by  the  printing  press  process  has  been  too  great  in  all 
countries,  and  we  find  everywhere  a  tendency  to  issue  cur- 
rency not  only  sufficient  to  replace  the  gold,  but  far  in 
excess  of  that  amount. 

This  seems  to  be  one  of  the  natural  effects  of  war ;  the 
policy  of  currency  inflatation  has  been  followed  by  every 
belligerent  country  of  recent  times,  our  own  government 
during  the  Civil  War  being  no  exception.  The  increased 
issues  of  paper  money  have,  of  course,  also  contributed  to 
bring  about  higher  commodity  price  levels. 

Changes  Will  Come  With  Peace 

The  conditions  now  existing  in  most  belligerent  coun- 
tries will  not  be  permitted  to  continue  after  the  declaration 
of  peace.  The  gold  basis  is  now  smaller  than  before  the 
war,  and  the  credit  structure  resting  thereon  is  greater.  A 
readjustment  must  take  place,  and  the  first  step  undoubt- 
edly will  be  an  effort  to  strengthen  the  gold  basis  by  at- 
tracting gold  from  abroad. 
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The  effects  upon  neutral  or  supply  countries  of  the 
influx  of  gold  have  been,  first,  the  direct  impulse  to  finance 
and  trade  of  the  increase  in  circulating  medium;  second, 
the  ultimate  expansion  of  credit  based  upon  the  gold  im- 
ported; third,  the  stimulus  to  trade  from  the  aforemen- 
tioned factors;  fourth,  higher  price  levels  of  commodities 
as  a  result  of  all  three  foregoing  factors. 

The  first  mentioned  result  is  self -apparent;  if 
$100,000,000  gold  is  shipped  to  this  country  the  cir- 
culating medium  is  increased  by  $100,000,000.  An 
increase  in  the  circulating  medium  always  results  ulti- 
mately in  an  increase  in  the  prices  of  commodities. 

The  secondary  effect  is  the  expansion  of  credit  upon 
the  basis  of  the  gold  thus  imported.  An  excellent  illus- 
tration of  this  is  found  in  the  last  report  of  the  Controller 
of  the  Currency. 

Gredit  Expands 

On  June  30,  1914,  just  before  the  outbreak  of  war, 
the  total  amount  of  cash  held  by  all  the  banks  of  the  United 
States  (national,  state  and  private  banks)  was  estimated 
to  be  about  $1,639,000,000.  Of  this  amount  it  is  estimated 
that  about  $913,000,000  was  in  the  form  of  gold  or  its  rep- 
resentative gold  certificates. 

Upon  this  basis  there  rested  a  structure  of  credit 
amounting  to  $21,351,000,000.  In  other  words,  the  gold 
basis  of  the  country's  deposit  credits  amount  to  4.27  per 
cent.  On  June  30,  1916,  the  total  amount  of  cash  held 
by  the  same  banks  (including  now  the  Federal  Reserve 
banks)  was  $1,911,000,000,  of  which  it  is  estimated  that 
about  $1,140,000,000  was  in  gold.  In  addition  the  Fed- 
eral Reserve  agents  held  quite  an  amount  of  gold  as  cov- 
erture for  Federal  Reserve  notes  issued,  but  this  gold  can- 
not be  taken  into  consideration  in  this  connection  as  it  is 
not  at  present  available  as  a  basis  of  credit  expansion. 

Upon  this  gold  basis  of  $1,140,000,000  there  rested  a 
credit  structure  of  $28,250,000,000.  The  gold  basis 
amounted  to  4.02  per  cent,  of  the  deposits.   This  is  a  clear 
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inuary  1,  1917,  are  graphically  pictured  in  this  chart.  The  shaded  areas  show  the 
iredominating  position  of  the  United  States  is  strikingly  illustrated. 


illustration  of  how  readily  the  gold  taken  into  our  system 
is  assimilated  and  how  promptly  credit  expands  upon  its 
basis. 

The  resultant  effect  upon  our  economic  structure  of 
such  an  expansion  of  credit  and  the  stimulation  of  trade 
can  well  be  imagined,  and  the  next  result — higher  prices 
of  commodities — is  also  apparent.  Of  course,  there  are 
many  other  factors  that  tend  to  drive  price  levels  upward, 
and  primarily  prices  have  risen  because  of  the  greatly  in- 
creased demand  upon  us  for  materials  by  the  belligerent 
countries. 

Dangers  of  the  Situation 

That  this  situation  contains  many  elements  of  danger 
is  clearly  apparent.  The  greatest  dangers  are: 

First — Overexpansion  of  credit  and  resultant  stimulated  trade. 
Second — General   disarrangement   of  economic   structure;  high 
prices,  abnormal  wages;  change  in  standards  of  living,  etc. 
Third — The  inevitable  reversal  of  the  golden  tide. 

We  have  already  considered  the  overexpansion  of 
credit,  the  resultant  stimulus  to  trade  and  the  ultimate 
effect  of  both  upon  price  levels.  Wages  have  a  tendency 
to  go  upward  in  conformity  with  prices,  but  unfortunately 
are  not  always  as  ready  to  come  down  with  general  price 
levels. 

Wages  Affect  Living  Standards 

Wage  levels  have  an  effect  upon  our  standards  of 
living,  which  are  difficult,  if  not  impossible,  to  change. 
Another  evil  effect  is  that  the  overexpansion  of  credit  and 
the  higher  prices  resulting  therefrom  have  a  tendency  to 
temporarily  make  certain  lines  of  business  extraordi- 
narily profitable,  and  capital  is  thereby  tempted  to  flow 
into  unnatural  channels.  This  movement  generally  takes 
the  form  of  extensions  to  plants,  new  plants,  etc.,  which 
upon  the  resumption  of  peace  conditions  will  be  found  un- 
necessary. 


Direction  of  Gold  Flow  Will  Change 

That  a  reversal  of  the  golden  tide  must  take  place 
when  peace  is  declared  is  proven  by  a  mere  glance  at  the 
chart  published  herewith.  It  stands  to  reason  that  these 
abnormal  conditions  cannot  continue.  Immediately  upon 
the  declaration  of  peace  the  usual  economic  factors  now 
obstructed  by  war  measures  will  begin  to  freely  operate, 
and  ultimately  an  equalization  of  the  gold  holdings  of  the 
various  countries  will  result.  This  is  highly  desirable  in 
the  interests  of  both  belligerent  and  neutral  countries. 

Once  a  nation  possesses  as  much  gold  as  it  can  con- 
veniently use  as  a  medium  of  exchange  and  a  basis  of  its 
normal  volume  of  credit,  it  has  no  use  for  any  further 
amount,  and  any  surplus  naturally  tends  to  flow  out  of 
the  country.  Just  what  immediate  causes  will  bring  about 
a  reversal  of  the  tide  and  the  order  in  which  they  will  oper- 
ate it  is  impossible  to  forecast.   We  can  only  guess. 

It  is  certain  that  immediately  upon  the  declaration  of 
peace,  or,  more  probably,  some  time  previous  to  such 
declaration,  there  will  be  a  great  decrease  in  the  amount  of 
commodities  now  being  purchased  in  this  country  by  the 
belligerent  nations.  Such  decrease,  if  it  was  sufficient  to 
bring  our  exports  down  to  pre-war  levels,  would  immedi- 
ately suspend  gold  shipments  our  way,  but  it  seems  doubt- 
ful to  me  that  the  decrease  would  be  sufficiently  great  to 
result  in  gold  going  outward. 

We  are  importing  commodities  to  a  considerable  ex- 
tent and  prices  are  very  high,  but  it  is  hardly  likely  that 
our  imports  would  continue  in  such  volume  that  they  alone 
would  offset  all  other  factors  and  cause  gold  exports. 

It  seems  fairly  certain,  however,  that  a  number  of 
other  factors  will  develop  at  the  close  of  the  war  that  will 
result  in  forcing  gold  outward.  Some  of  the  foreign  gov- 
ernments may  adopt  the  artificial  method  of  attracting 
gold,  i.  e.,  purchasing  it.  One  natural  factor  will  be  the 
difference  in  interest  levels  prevailing  here  and  abroad. 
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Higher  Interest  on  British  and  French  Securities 

It  seems  quite  probable  that  the  interest  level  on 
British  government  securities  in  Great  Britain  (which  at 
present  are  on  about  a  5  per  cent  level)  will  be  very  close, 
if  not  above,  a  6  per  cent  level.  It  also  seems  probable 
that  the  interest  level  for  French  government  securities  in 
France  will  be  about  the  same. 

If  that  is  true,  when  peace  is  declared  it  stands  to 
reason  that  English  and  French  holders  of  any  American 
or  other  securities  salable  in  this  market,  such  as  Argen- 
tine, Canadian,  Mexican,  etc.,  who  refrained  from  selling 
them  in  the  past  on  account  of  the  uncertainties  of  the  war, 
will  sell  them  to  us  and  reinvest  money  at  a  higher  return 
in  their  own  government  securities. 

There  doubtless  remains  in  Europe  a  large  amount 
of  American  or  similar  securities  that  are  being  held  for 
one  purpose  or  another,  and  these  will  exhibit  a  tendency 
to  come  forward  when  peace  is  declared. 

A  disparity  of  interest  levels  also  would  cause  Ameri- 
can funds  to  flow  from  this  country  to  Europe  for  invest- 
ment, attracted  there  by  the  high  interest  returns  on  securi- 
ties of  unquestioned  worth. 

French  and  English  Internal  Bonds 

An  American  today  is  not  attracted  to  an  investment 
in  the  internal  bonds  of  England  and  France,  but  it  will 
look  quite  different  to  him  when  those  countries  are  at 
peace  and  he  realizes  their  tremendous  productive  capacity. 
The  difference  in  interest  levels  will  tend  to  equalize  itself 
in  many  other  less  important  ways ;  through  the  operation 
of  the  discount  markets ;  the  diversion  of  credit  operations 
to  this  side;  attraction  of  deposits,  etc. 

These  financial  factors  being  the  most  mobile  will,  in 
my  opinion,  be  the  first  to  be  felt  in  the  changing  of  the 
direction  of  the  golden  tide. 

As  the  economic  machinery  of  the  various  belligerent 
countries  begins  to  resume  its  normal  functions  their  ex- 
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ports  will  increase  and  imports  will  decrease.  It  seems 
quite  fair  to  assume  that  they  will  then  export  much  more 
to  us  and  import  much  less  from  us,  as  our  price  levels  will 
undoubtedly  be  far  above  theirs. 

With  our  wages,  commodity  prices  and  general  stand- 
ards of  living  at  tremendously  high  levels,  it  stands  to 
reason  that  we  shall  hardly  be  able  to  at  first  compete  with 
the  foreign  countries,  where  lower  levels  will  prevail. 

All  these  factors  combined,  the  sale  to  us  of  such 
American  and  similar  securities  as  may  then  remain  in 
Europe,  the  investment  of  American  funds  attracted  to 
foreign  countries  by  their  high  interest  levels,  and  the 
adverse  trade  balance,  will  undoubtedly  result  in  exchange 
rates  that  will  send  gold  out  of  this  country. 

Effect  of  Gold  Outflow 

So  far  as  the  strictly  financial  end  of  this  outward  gold 
movement  is  concerned  it  would  seem  to  be  to  an  extent 
self -correcting.  As  the  gold  goes  out  it  would  tend  to 
produce  higher  interest  levels  here  and  lower  interest  rates 
abroad,  and  thus  in  time  a  readjustment  would  take  place. 

The  secondary  effect  of  the  outflow  would  be  a  con- 
traction of  credit  in  this  country  and  a  resultant  decrease 
in  price  levels,  which  would  in  turn  tend  to  increase  exports 
and  decrease  imports.  Interest  rates  and  the  contraction 
of  credit  are,  however,  only  two  of  the  factors  which  affect 
price  levels  in  this  country.  More  important  are  wages 
and  other  factors  which  will  probably  tend  to  keep  prices 
up  for  some  time  and  thus  continue  to  maintain  a  balance 
of  trade  against  us  long  enough  to  cause  a  large  outflow 
of  gold. 

Although  we  have  at  present  more  than  our  share 
of  the  world's  gold  stock,  and  having  no  use  for  the  surplus 
part  would  be  well  rid  of  it,  it  must  be  borne  in  mind  that  if 
gold  goes  out  suddenly  in  undue  volume,  it  will  have  the 
effect  of  causing  an  injurious  contraction  of  credit.  Every 
dollar  of  gold  exported  means  that  the  structure  of  credit 
built  upon  it  must  be  contracted.   While  an  orderly  con- 
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traction  of  credit  with  its  resultant  gradual  decrease  in 
prices  is  to  be  desired,  it  is  self -apparent  that  if  the  struc- 
ture of  credit  were  to  be  torn  down  at  too  fast  a  rate  and 
the  movement  was  to  continue  to  an  undue  extent  the 
result  would  be  disastrous.  It  would  result  primarily  in 
the  stoppage  of  industries,  unemployment  and  general 
business  depression. 

How  these  evil  effects  and  dangers  are  to  be  avoided 
is  to-day  one  of  the  most  serious  problems  that  is  confront- 
ing the  American  public.  It  is  not  a  problem  for  bankers 
alone,  but  is  a  problem  that  vitally  concerns  every  mer- 
chant, manufacturer  and  workingman  of  this  country.  We 
are  all  equally  interested  in  its  solution. 

Federal  Reserve  Act  A  Blessing 

The  average  citizen  probably  does  not  appreciate 
what  a  blessing  it  is  to  this  country  that  the  Federal  Re- 
serve act  is  on  the  statute  books  and  the  Federal  Reserve 
banks  are  actually  operating.  If  our  banking  system  con- 
sisted to-day,  as  formerly,  of  25,000  isolated  banking  units, 
the  stage  setting  for  a  financial  panic  after  the  declaration 
of  peace  would  be  perfect. 

The  Federal  Reserve  act  has  cemented  together  the 
greater  part  of  our  financial  system  into  a  compact  body 
that  can  be  directed  by  the  Federal  Reserve  Board  safely 
through  the  dangerous  period.  Of  course,  a  period  of  re- 
adjustment must  come,  and  with  it  probably  a  moderate 
business  depression;  but  the  establishment  of  the  Federal 
Reserve  banks  with  their  note  issuing  power  has  removed 
all  possibility  of  a  recurrence  of  the  events  of  1907. 

One  of  the  most  important  remedial  measures  that 
should  now  be  adopted  is  the  concentration  of  the  gold 
reserves  of  this  country  in  Federal  Reserve  banks.  The 
beneficial  results  of  such  concentration  are : 

First.  It  places  the  Federal  Reserve  Banks  in  con- 
trol of  the  outflow  of  gold  and  it  will  be  their  aim  to  pre- 
vent the  gold  from  going  out  in  the  violent  manner  that 
might  occur  if  the  matter  were  left  to  private  enterprise. 
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The  Federal  Reserve  Bank  of  New  York  has  established 
relations  with  the  Bank  of  England  and  the  Bank  of 
France  and  as  required,  will  establish  relations  with  the 
other  Government  banks  of  Europe  so  that  it  will  be  in  a 
position  to  handle  the  outflow  of  gold  from  this  country 
when  the  proper  time  arrives. 

As  I  have  already  stated,  it  is  necessary  and  desirable 
that  we  part  in  due  season  with  a  reasonable  amount  of 
our  present  gold  holdings,  and  a  gradual  contraction  of 
credit  is  necessary,  but  a  sudden  collapse  resulting  from 
unregulated,  spasmodic  exports  of  gold  would  be  dis- 
astrous. 

The  Federal  Reserve  banks  should  be  given  some 
power  such  as  that  possessed  by  practically  all  foreign 
government  banks  by  which  they  could  exert  more  than 
an  indirect  influence  on  gold  exportations.  The  Bank  of 
France  has  the  option  of  redeeming  its  notes  either  in  gold 
or  silver,  which  enables  it  to  absolutely  control  gold  ship- 
ments; the  Bank  of  England  may  redeem  its  notes  by 
coin  light  weight  within  the  limits  of  tolerance,  etc. 

A  practical  suggestion  has  been  made  that  all  forms 
of  paper  money  of  the  United  States  be  made  redeemable 
to  private  parties  in  gold  only  at  the  Treasury  in  Wash- 
ington, while  the  Federal  Reserve  banks  could  secure 
redemption  at  the  sub-treasuries.  This  would  give  the 
Federal  Reserve  banks  leeway  in  the  matter  of  gold  ship- 
ments to  the  extent  of  the  cost  of  shipping  gold  from 
Washington  to  the  seaboard. 

It  is  probable  that  any  additional  brake  beyond  this 
upon  gold  movements  would  be  undesirable.  It  is  seldom 
desirable  to  prevent  gold  shipments,  but  it  is  frequently 
desirable  that  they  be  temporarily  restrained. 

Second.  A  large  part  of  the  gold  would  come  into 
possession  of  the  Federal  Reserve  Banks  through  the  pro- 
cess of  their  issuing  Federal  Reserve  notes  in  exchange 
for  the  gold.  Federal  Reserve  notes  are  not  counted  as 
reserve  by  the  banks  and  therefore  no  expansion  of  credit 
takes  place  upon  their  basis.   In  other  words,  such  part  of 
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the  gold  imported  into  this  country,  as  is  brought  into  the 
Federal  Reserve  banks  through  the  process  of  exchanging 
notes,  has  no  expansive  effect  upon  the  credit  structure 
of  the  country.  It  naturally  follows  that  when  the  golden 
tide  turns,  this  gold  could  be  exported  from  the  country 
without  requiring  any  contraction  of  the  credit  structures. 

Third.  By  placing  the  gold  reserves  of  the  country 
more  directly  within  the  control  of  the  Federal  Reserve 
banks,  we  are  putting  it  where  most  efficient  use  of  it  can 
be  made  as  the  basis  of  credit.  As  the  gold  is  being  shipped 
out  of  the  country,  it  will  be  the  duty  of  the  Federal  Re- 
serve banks  to  counteract  the  contractive  effect  of  the 
movement  upon  credit.  On  the  one  side  they  should  en- 
deavor to  govern  the  outflow  of  gold  and  prevent  violent 
tidal  waves;  on  the  other,  they  should,  by  judicious  ex- 
pansion of  credit,  offset  the  harmful  part  of  the  effect. 
The  process  by  which  the  Federal  Reserve  banks  expand 
their  note  issues  and  extend  credit  accommodations  to  the 
member  banks  of  this  country  has  been  frequently  ex- 
plained. 

The  Federal  Reserve  bank,  under  existing  laws,  can 
extend  to  the  members  of  the  Federal  Reserve  system 
credit  accommodations  in  the  form  of  currency  to  the 
extent  of  over  one  billion  dollars. 

This  estimate  is  based  upon  the  amount  of  gold  con- 
centrated in  the  Federal  Reserve  banks  to-day.  It  nat- 
urally follows  that  as  we  increase  the  stock  of  gold  held  by 
the  Federal  Reserve  banks  we  make  it  possible  for  the 
banks  to  render  aid  to  a  proportionately  greater  extent. 

Amendments  to  Reserve  Act  Needed 

Certain  amendments  to  the  Federal  Reserve  act 
brought  before  the  last  Congress  would  have  facilitated 
the  concentration  of  our  gold  holdings  with  the  Federal 
Reserve  banks  and  would  have  also  enabled  the  banks  to 
#ive  aid  in  the  form  of  credit  extensions  even  more  effec- 
tively than  at  present.  These  amendments  have  the  ap- 


22 


proval  of  the  Federal  Reserve  Board  and  the  bankers  of 
the  country,  and  should  be  promptly  passed. 

Another  remedial  measure  that  should  be  adopted  by 
us  is  one  that  would  tend  to  counteract  the  factors  that 
will  cause  the  outflow  of  gold.  This  measure  consists  of 
extending  loans  of  proper  maturities  to  the  European 
countries. 

Below  will  be  found  a  table  showing  the  amount  of 
foreign  loans  outstanding  on  March  31  (000  omitted) : 

Later  anc 

Due        Due        Due        Due      Due  unknown 
Country.         1917       1918.       1919.       1920.      1921    maturities.  Totals. 
Great  Britain..  $81,400  $350,000  $300,000  $250,000  $150,000     $2,000  $1,131,400 


Canada    29,700  20,000  21,400  4,100  36,000  159,500  270,700 

France    70,000  50,000  236,000  250,000  50,000    656,000 

Russia    16,500    50,000    25,000  32,000  123,500 

Italy    25,000           25,000 

Switzerland    ....  5,000  5,000  5,000        15,000 

Norway      1,500  1,500      5,000  8,000 

So.  America...  34,300  8,000  5,000  25,000    61,671  133,971 

China        5,000      4,000  9,000 

Germany    10,000          10,000  20,000 


Totals  $271,900  $434,500  $623,900  $529,100  $261,000  $274,171  $2,392,571 


The  total,  two  and  one  half  billion  dollars,  is  really  a 
very  moderate  amount,  when  we  take  into  consideration 
that  during  the  same  time  we  imported  gold  amounting 
to  over  one  billion  dollars  net.  The  gold  imported  by  us, 
if  utilized  as  a  basis  of  banking  credit,  would  support  a 
volume  of  credits  of  at  least  six  billion  dollars  and  by  some 
the  amount  is  estimated  much  higher. 

Loans  to  England  and  France  Absolutely  Safe 

It  is  therefore  apparent  that  we  have  not  been  over- 
liberal  in  our  extensions  of  credit,  but  quite  the  contrary. 
We  have  been  quite  conservative.  As  to  the  ultimate  good- 
ness of  these  loans  we  need  have  no  fears — the  common 
school  geography  and  history  furnish  enough  facts  to  thor- 
oughly demonstrate  the  absolute  safety  of  such  loans  as 
those  to  England  and  France. 
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We  should,  however,  bear  in  mind  that  the  date  of 
maturity  of  the  loans  is  a  very  important  matter. 

Our  national  financial  situation  is,  with  respect  to  the 
maturity  of  these  loans,  somewhat  similar  to  that  of  a 
banking  institution.  A  conservative  banker  takes  great 
care  to  so  arrange  the  maturity  of  his  loans  and  invest- 
ments that  cash  will  be  coming  in  at  such  times  as  he  is 
likely  to  need  it  to  meet  all  probable  withdrawals  of  de- 
posits. 

Maturities  should  synchronize  with  Outward  Flow 

The  banker  well  realizes  that  if  his  deposits  are 
maturing  at  the  rate  of  $10,000  per  month  it  will  do  him 
very  little  good  if  he  has  an  investment  of  $120,000 
maturing  at  the  end  of  the  year.  His  investments  must 
mature  approximately  at  the  same  time  as  the  withdrawals 
of  his  deposits  take  place.  In  the  same  manner  we  should 
be  careful  to  arrange  the  maturities  of  the  loans  due  us 
from  abroad,  so  that  they  will  be  likely  to  mature  at  the 
time  that  the  tide  of  gold  begins  to  flow  outward. 

The  table  printed  herewith  shows  that  the  maturities 
of  the  past  loans  have  been  quite  well  spread.  It  seems 
quite  probable,  or  rather  it  is  fervently  hoped,  that  the  war 
will  end  early  in  1918,  and,  consequently,  it  would  be  rea- 
sonable to  suppose  that  the  call  for  gold  will  come  upon 
us  shortly  thereafter. 

If  that  should  eventually  take  place  we  would  be  quite 
well  prepared — with  the  exception  of  one  measure  that  a 
careful  banker  never  overlooks.  In  every  well  regulated 
bank,  in  addition  to  the  time  loans  and  investments  made 
by  the  bank,  there  is  carried  a  considerable  volume  of  call 
loans,  that  may  be  made  to  mature  and  provide  funds  at 
any  time  and  thus  "fill  in"  between  the  maturities  of  the 
fixed  maturity  loans. 

Thus,  if  a  banker  has  invested  his  funds  in  loans  ma- 
turing, say,  in  August,  and  withdrawals  of  deposits  take 
place  unexpectedly  at  an  earlier  date,  the  call  loans  take 
care  of  the  situation  until  the  time  loans  mature.  Our 
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national  "maturity  sheet"  lacks  the  equivalent  of  this  item 
of  call  loans.  For  instance,  should  the  war  end  in  January 
of  1918,  it  may  happen  that  we  shall  be  called  upon  for  a 
considerable  amount  of  gold  several  months  before  any 
important  foreign  loans  mature.  Such  a  condition  may 
result  in  the  withdrawal  of  greater  quantities  of  gold  than 
would  be  necessary  if  we  had  some  forms  of  international 
investment  maturing  continuously. 

Desirability  of  Treasury  Bills 

A  very  desirable  form  of  such  investment  would  be 
the  issue  of  treasury  bills  in  this  country  by  some  of  the 
leading  foreign  governments. 

Let  us  consider  how  an  issue  of  treasury  bills  would 
operate  in  this  market.  Let  us  suppose  that  the  British 
government  arranges  for  the  issue  and  sale  "over  the 
counter"  in  this  country,  through  some  medium,  of  treas- 
ury bills  maturing  in  three,  four,  five  and  six  months. 

These  treasury  bills  would  be  purchased  by  our  banks 
and  bankers  at  such  times  as  they  had  funds  available  for 
temporary  investment.  As  the  bills  matured  they  would 
be  paid,  and  if  the  American  bank  desired  to  again  make 
such  investment  it  would  purchase  new  treasury  bills  with 
the  proceeds  of  the  maturing  ones.  If  the  American  bank's 
condition  changed  in  the  meanwhile  it  would  simply  pass 
the  maturing  treasury  bills  through  the  Clearing  House 
in  the  same  manner  as  an  ordinary  check. 

As  the  treasury  bills  held  by  one  bank  matured  it 
is  quite  likely  that  other  banks  would  desire  to  make  a 
similar  investment,  and  thus  the  foreign  government  would 
be  enabled  to  keep  a  considerable  volume  of  such  bills  afloat 
and  .gold  shipments  would  only  be  necessary  to  meet  a  net 
decrease  in  the  volume  of  outstanding  bills. 

Treasury  Bills  Will  Be  Paid  Promptly 

It  has  been  suggested  that  such  treasury  bills  may 
prove  unliquid  and  that  there  may  be  danger  of  the  holding 
banks  being  obliged  to  renew  them  against  their  wishes. 
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Just  how  remote  is  such  a  contingency  can  be  gauged  from 
the  splendid  manner  in  which  all  the  leading  foreign  coun- 
tries have  met  their  obligations  in  the  past. 

Their  available  supplies  of  gold  preclude  the  possi- 
bility of  a  trifling  amount  of  a  few  hundred  million  dollars 
proving  a  source  of  embarrassment  to  them.  The  treasury 
bills  would  operate  to  take  up  the  slack  in  our  money 
market  and  their  volume  would  change  from  time  to  time 
with  general  money  market  conditions. 

After  a  time  there  would  be  a  constant  stream  of  these 
treasury  bills  maturing  daily,  and  on  the  other  hand  there 
would  likewise  be  issued  daily  a  volume  of  such  bills.  In 
the  event  of  the  ending  of  the  war,  or  the  turning  of  the 
golden  tide  for  any  reason  whatsoever,  one  of  the  first 
effects  would  be  the  tightening  of  the  money  market  in  this 
country. 

This  would  immediately  have  the  result  of  stopping 
the  purchase  of  the  treasury  bills.  As  the  old  treasury 
bills  matured  it  would  be  necessary  that  the  foreign  gov- 
ernments provide  coverture,  and  in  this  way  the  demand 
upon  us  for  gold  would  be  offset.  This  beneficial  effect  of 
maturing  treasury  bills  would  be  automatic  in  its  opera- 
tion, and  they  would  thus  perform  for  us  nationally  the 
function  of  filling  in  the  gap  between  the  maturities  of  our 
time  investments. 

A  Matter  of  Good  Judgment 

The  fact  that  the  issue  of  such  treasury  bills  is  "un- 
limited" has  caused  some  to  fear  that  our  banks  may 
invest  too  heavily  in  them  and  thus  render  themselves  un- 
liquid.    This  is  illogical. 

Certainly  the  record  of  our  past  loans  to  foreign  gov- 
ernments shows  nothing  to  justify  the  belief  that  our  banks 
will  be  anything  but  extremely  conservative  in  making 
such  investments.  The  opportune  maturity  of  such  treas- 
ury bills  would  be  found  a  very  valuable  aid  when  the 
golden  tide  turns  and  the  period  of  redistribution  of  the 
world's  gold  holdings  begins. 
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LOUIS  A.  KEIDEL  A.  F.  BRODERICK 

A.  F.  MAXWELL  EVERETT  E.  RISLEY 

H.  P.  BARRAND 

Manager  Foreign  Department 
FRANZ  MEYER 


Statement  of  Gondition 

March  5,  1917 
Resources 

Loans  and  Discounts  $230,419,346.10 

Bonds,  Securities,  etc   27,511,390.14 

Banking  House   2,000,000.00 

Due  from  Banks  and  Bankers   14,650,202.63 

Cash,  Exchanges  and  due  from  Federal  Reserve  Bank...  80,660,429.88 
Customers'  Liability  under  Letters  of  Credit,  Accept- 
ances, etc   29,669,876.96 

Interest  Accrued   755,590.12 


$385,666,835.83 

Liabilities 


Capital,  Surplus  and  Undivided  Profits   $44,463,895.68 

Deposits    310,309,823.46 

National  Bank  Notes  outstanding   155,000.00 

Letters  of  Credit  and  Acceptances   24,864,513.95 

Unearned  Discount    911,767.29 

Other  Liabilities    4,961,835.45 
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$385,666, 835.83 


